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The Business Situation 


The revival of business activity continued in November, 
as output and employment benefited from the settlement 
of strikes which had previously impeded production of 
automobiles and other durables. Increased deliveries of 
new automobile models replenished dealer stocks, helping 
to slow inventory liquidation further, and construction ac- 
tivity continued to expand, reflecting the rising rate of 
housing starts and construction contract awards in the 
preceding months. 

Nevertheless, the recovery still has a considerable dis- 
tance to go before unemployment is reduced to the levels 
characteristic of past prosperity periods. The improvement 
in business continues to stem mainly from the same con- 
figuration of factors that have been propelling the recovery 
since its beginning—the declining rate of inventory liqui- 
dation, increased government spending, and the advance 
in housing and other construction. Outside the housing 
sector, an upsurge of private spending that would lead 
to a quick return to full prosperity is not yet in evidence. 

All indications are that industrial production continued 
to advance in November, possibly more rapidly than in the 
preceding two months. Most significant was the elimina- 
tion of some of the roadblocks which had held back re- 
covery in the durable goods sector. The total output of 
hard goods did not expand at all in October, chiefly owing 
to work stoppages in the automobile, fabricated metals, 
machinery, and glass industries. But in November, auto- 
mobile production roughly doubled, on a seasonally 
adjusted basis. However, steel output leveled off in 
November and industry sources have stated that opera- 
tions are likely to remain in the neighborhood of 75 per 
cent of capacity through early next year. 

The recent strikes have also obscured employment 
trends. After rising for five successive months, nonfarm 
employment declined slightly in seasonally adjusted terms 
in October. The decline was wholly accounted for by job 
losses in factories turning out durable goods, mainly in the 
strike-affected industries mentioned above, but it appears 
that employment increased only about seasonally in the 
industries not affected by work stoppages. With respect 
to unemployment, the decrease in October was only mod- 
erately more than seasonal, but there was a further reduc- 
tion in the number of adult men out of work and in 
long-term unemployment. 

As indicated above, much of the slowing of recovery 
in September and October was attributable to the low 


level of activity in the auto industry, which also retarded 
output and employment among suppliers in many impor- 
tant lines. The cut in auto output was unusually sharp 
in September during the model change-over period, and 
labor disputes prevented mass production of the 1959 
models in October. Chart I shows the extent to which 
the output of 1959 model cars has lagged behind the auto 
industry’s performance in early stages of recent model 
years. However, the marked step-up in production in 
November, when approximately 515,000 cars were turned 
out, suggests that the industry is planning to make up 
most of the lost production by the end of this year. Sales 
appeared to be picking up in November. But even if auto 
production in the 1959 model year should recover substan- 
tially, auto-worker employment may not be restored to |] : 
its pre-recession level, since the industry’s heavy invest- | L. 
ment in automation equipment reportedly has considerably 
reduced the manpower required to achieve a given produc- 
tion level. In rebounding sharply from the 1953-54 reces- | P 
sion, it may be noted, the auto industry turned out 26 per jg 
cent more vehicles in 1955 than in 1953, with an increase jas 
of only 1 per cent in the number of man-hours worked high 
(see Chart I). Ms 
The reception of the new model cars provides the most # sh 
important test of the outlook for a substantial upturn in fou: 
consumer demand. Growing incomes are one factor that \Vete 
may induce consumers to increase their purchases of major ftruc 
durables. Total personal income rose steadily during pu; t 
March-September this year (see Chart II), and the slight )¥as : 
decline in October mainly reflected reduced wage and Pilici 
salary payments resulting from strikes. Moreover, the mort 
effect of price increases in slowing the growth of consumer Merc 
purchasing power was less marked in the third quarter than Per 1 
earlier this year. Partly as a result, real disposable personal {ato 
income showed the largest increase in over three years. None 
According to preliminary reports, retail sales rose by 2 Mate 
per cent in October, after having fallen by a similar amount his : 
in September. Although the October sales increase was /onst 
mainly the result of an improvement in durable goods The } 
sales, these were still 9 per cent below the pre-recession [res 
peak. In addition to rising incomes, the decline in con-| On 
sumer indebtedness that has taken place this year may feld 
encourage spending on durable goods; during January-} fu 
October total consumer instalment credit outstanding fell Prec: 
by over $1.0 billion, and the amount of automobile credit {959 
by more than $1.2 billion. 
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Chart 
MOTOR VEHICLE PRODUCTION TRENDS 
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Private spending has risen sharply only in the hous- 
sector. In October, private housing starts rose to a 
asonally adjusted annual rate of 1,260,000 units, the 
ighest in three years, and the value of private residential 
struction put in place reached a record level. However, 
st # sharp falling-off in October in applications for Federal 
n Housing Administration commitments and requests for 
it Veterans Administration appraisals of proposed home con- 
yr ftruction may indicate that the housing boom is tapering 
g pif; the October fall in the Government agencies’ activities 
it Was more than seasonal, and in the case of the VA it was 
d pificially attributed to a tightening in the availability of 
ye Mortgage credit for GI loans. The United States Com- 
sr merce and Labor Departments issued a forecast in Novem- 
mn ber that the rate of housing starts would continue high 
al nto early next year but would then slacken as mortgage 
ney became less readily available; even so, it was esti- 
2 mated that, in view of the large number of homes started 
t his year, spending on new private nonfarm residential 
as onstruction would be some 13 per cent higher in 1959. 
js The Departments also expect public construction expendi- 
yn fires to rise next year. 
n-| On the other hand, business construction spending is 
ay feld likely to decline again next year, owing mainly to 
y-} further cut in factory building. This Government 
ellprecast is in line with recent reports of businessmen’s 
dit}959 capital spending plans. McGraw-Hill’s preliminary 
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survey indicates that at present business plans to increase 
expe: ditures on new plant and equipment next year by 
only ().5 per cent above the depressed 1958 level. While 
nonmanufacturing industries reportedly plan a 2 per cent 
increase in capital spending, manufacturers indicated that 
they would cut their expenditures 3 per cent despite 
their expectation that sales will average 9 per cent higher. 
The latter reflects the survey’s findings that in September 
raanufacturing companies were still operating at only 80 
per cent of capacity. Plans for further substantial cuts in 
capital spending in 1959 have been reported in surveys 
conducted by the Federal Reserve Banks of Boston and 
Philadelphia. New England manufacturers anticipate 
spending 14 per cent less on new plant and equipment next 
year, while manufacturers in Philadelphia and adjoining 
areas say they will reduce their investment expenditures 
about 11 per cent. Experience suggests, however, that in 
recovery years businessmen are likely to spend a good deal 
more on new plant and equipment than they at first antici- 
pate; in the fall of 1954 the McGraw-Hill survey indicated 
a 5 per cent cut in capital spending for 1955 but, as it 
turned out, investment expenditures rose 7 per cent. A 
substantial increase in business capital outlays, however, 
will probably await an acceleration of consumer demand. 


Chart 
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Money Market In November 


Funds flowed smoothly through the money and capital 
markets during November, in an atmosphere of ready 
availability of credit to satisfy seasonal business and Treas- 
ury borrowing needs. The Treasury borrowed $3 billion 
of new money with a midmonth auction of a June tax 
anticipation bill and later successfully refunded over $12 
billion of maturing securities with a new 1142-month cer- 
tificate and a 24-year note. All of the new issues were 
favorably received, and yields on Treasury bonds and 
notes moved moderately lower over the course of the 
month. System open market operations were primarily 
designed to maintain a steady tone in the money market, 
in order to facilitate the successful completion of these 
huge financing operations by forestalling developments 
which might lead to temporary kinks in the payments 
mechanism. Thus the effects on member bank reserves 
of a continuous outflow of currency into circulation and 
sizable fluctuations in float and Treasury balances were 
largely offset by System purchases or sales of Treasury 
bills. The effective rate for Federal funds hovered around 
2 per cent over most of the first half of the month and 
moved to 2% per cent thereafter. 

On November 3 the Federal Reserve Banks of Boston 
and Kansas City announced an increase in their discount 
rates to 24% from 2 per cent, effective on the following 
day. Similar announcements were made by the Federal 
Reserve Bank of San Francisco on November 5 and by 
the Federal Reserve Bank of New York on November 6. 
Discount rates at the other eight Reserve Banks had been 
raised to 242 per cent in October. 


MEMBER BANK RESERVE POSITIONS 


Although pressures on bank reserves were mild and for 
the most part steady during the month, there was con- 
siderable fluctuation from time to time in the various 
market factors that affect the reserve base. Since these 
influences on occasion worked in the same direction rather 
than offsetting each other, substantial System Open Market 
Account operations were necessary. Operations alternately 
supplied and withdrew reserves, thus smoothing out the 
fluctuations in reserve availability. 

The behavior of float served to make reserves somewhat 
more volatile than usual. Heavy storms in the western 
States disrupted mail schedules around the middle of the 
month, so that the regular midmonth peak appeared some- 
what earlier than normal, following a sharp drop in the 
first statement week of the month. In addition, labor stop- 


pages on some major airlines during the last half of the 
month interfered with check collections and added to float 
at that time. As a result, float added $222 million to 
reserves on an average basis over the four statement weeks 
ended in November. 

Fluctuations in the Treasury’s balances at the Reserve 
Banks were also fairly pronounced. A sharp fall in the 
first week of the period reflected in part substantially 
higher levels of expenditures than had been anticipated; 
later in the month, balances were rebuilt to more normal 
levels. In addition, a fairly continuous seasonal outflow 
of currency into circulation drained $526 million of re- 
serves over the four weeks ended November 26. 

The System injected a substantial volume of reserves 
through open market operations in the first half of the 
month, when the currency drain was greatest. Later, how- 
ever, as float rose to its midmonth peak, System open 
market operations were reversed, and average holdings of 
Government securities declined by $249 million in the 
week ended November 19. The following week again 
called for large System Account purchases as an increase 


Table I 
Changes in Factors ‘Tending to Increase or Decrease Member 


Bank Reserves, November 1958 


(In millions of dollars; (+) denotes increase, - 
(—) decrease in’ excess reserves) 


Daily averages—week ended Nes 
Factor changes 
Nov. Nov. ov. Nov. 
5 12 19 26 
+ 185| — 46| — + 26/+ 
— 181 | + 138 | + 254 | + 11] + 223 
Currency in circulation................... — 1200| — 241| — 04) — 71 | — 5% 
— 6)/+ 16) + 38) + 1 
— 207| — + — 10) — 2 
Direct Federal Reserve credit transactions 
Government securities: 
Direct market purchases or sales.........| + 80 | + 234 | — 222 | + 186 | + 278 
Held under repurchase agreements. + 79| — 33 | — + 137) + 156 
Loans, discounts, and advances: 
Member bank borrowings............... — 67) — 18|— 
; + 2 1 2 
Missttcassvavntasseceusend + 108 | + 268 | — 268 | + 301 | + 410 
01+ + 201 | + 116 
Effect of change in required reservest........ — 61+ 7) + — 203 | — 
— 105| + —155| — 2) — 
Daily average level of member bank: 
ings from Reserve Banks........... 402 469 451 428 438 
449 622 467 465 


Note: Because of rounding, figures do not necessarily add to totals. 
* Includes changes in Treasury currency and cash. 

Average for four weeks ended November 26. 
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in deposits, primarily associated with payment for the new 
tax anticipation bills, lifted required reserves by nearly 
$300 million. Between October 29 and November 26, net 
System holdings of Treasury securities expanded by $422 
million, $289 million in the form of outright holdings and 
$133 million in the form of repurchase agreements. 

Partly as a consequence of these offsetting actions, the 
weekly average level of free reserves remained within a 
$15-160 million range; the average in the four weeks 
ended November 26 was $63 million, $33 million lower 
than in October. Member bank borrowings from the 
Reserve Banks in the four weeks ended November 26 
averaged $438 million, slightly greater than in the preced- 
ing month, while excess reserves were somewhat lower at 
$501 million. 


GOVERNMENT SECURITIES MARKET 


Prices of Treasury notes and bonds generally moved 
upward over the month, although day-to-day movements 
were somewhat irregular. The average yield on long-term 
Treasury securities drifted downward over the month to 
3.67 per cent on November 29, some 10 basis points 
below the end-of-October level. Trading in intermediate 
and longer term obligations was limited, as it had been 
during October, partly because of the usual uncertainties 
as the market awaited the announcements of the Treasury’s 
financing plans. 

After the close of the market on November 18, the 
Treasury made public its terms for refunding $9.8 billion 
of 3% per cent certificates maturing on December 1 and 
$2.4 billion of 242 per cent bonds maturing on December 
15. Holders of the maturing issues were offered their 
choice of a 3% per cent 11%2-month certificate due 
November 15, 1959, to be issued at a price of 99.95 per 
cent of face value (the equivalent of a 3.43 per cent yield), 
or a 3% per cent 2-year 5%2-month note due May 15, 
1961, to be issued at a price of 99.875 per cent of face 
value (the equivalent of a 3.68 per cent yield). The 
issuance by the Treasury of securities (other than bills or 
Savings bonds) at a discount represents a new departure 
in Treasury pricing practice, although the Treasury has 
occasionally offered securities at a premium on initial 
issue, most recently in June when the 3% per cent bonds 
of 1985 were offered at 100%. Fixing the issue price 
above par, as with the June bonds, or below par, as with 
the new certificates and notes, enabled the Treasury to 
set the effective interest rates on its new flotations with 
greater precision than would otherwise have been possible. 
The market reacted to the terms of the refunding offer 
favorably. Attrition on the $4.3 billion publicly held 
portion of the maturing securities was only 10 per cent, 


reflecting the attractive rates placed on the new issues. 
Federal Reserve holdings totaled $7.9 billion of the $12.2 
billion total maturing issues. 

After the books closed on the refunding, the new note 
traded at above-par bid for the remainder of the month, 
reaching as high as 100%», and closed the month at par 
bid. Similarly, the new certificate traded above par, gen- 
erally at 100%. or 100%. bid, and closed the month 
at 100%.. Over the month as a whole, prices of bonds 
and notes maturing before 1963 were mixed and closed 
from %» lower to 1342 higher; longer bonds rose by as 
much as points. 

Treasury bill yields, which had leveled out in the last 
two weeks of October after rising for about two months, 
again moved upward through much of November. Yields 
fell somewhat early in the first week of the month, but 
the Treasury’s announcement at the close of trading on 
November 7 that it would raise about $3 billion through 
a 214-day tax anticipation bill maturing next June turned 
yields on the regular three-month bills upward again. The 
TABs were sold in competitive auction at an average rate 
of discount of 2.997 per cent, well below the 3% per cent 
discount set by the Treasury on the 219-day special bills 
sold in October. Commercial banks, which were permitted 
to credit their own and customers’ subscriptions to their 
Tax and Loan Accounts, were fairly heavy bidders for the 
issue, and total tenders were almost double the amount 
of bills offered. The new TABs traded at yields slightly 
above issue rate in early trading and closed the month at 
3.13 per cent (bid). The Treasury also announced, along 
with the details of the refunding offer, a program to raise 
$2.6 billion by issuing a cycle of 26-week Treasury bills 
beginning on December 11 and running concurrently with 
the regular 13-week bills. The announcement indicated 
that the new program was mainly designed to restructure 
the short-term debt so as to provide a wider range of 
maturities at the shorter end of the Treasury list. 

The bid on the longest outstanding regular bills reached 
a midmonth peak of 2.79 per cent, compared with 2.55 
per cent at the end of October. They then moved down- 
ward to 2.64 per cent, before rising to close the month at 
2.78 per cent. The average issuing rate in the regular 
weekly auctions rose during the first three weeks of the 
month. In the November 2 auction, the average issuing 
rate was 2.649 per cent, almost unchanged from the 2.647 
rate established in the last bill offering in October. In the 
next two weekly auctions, the average issuing rate rose 
successively to 2.774 per cent on November 10 and to. 
2.876 on November 17. In the final bill auction, Novem- 
ber 24, however, the average issuing rate fell back to 
2.723. 
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OTHER SECURITIES MARKETS 


The market for seasoned corporate and municipal bonds 
was characterized by relatively light activity during Novem- 
ber, with prices generally edging upward. Moody’s in- 
dex of yields on seasoned Aaa-rated corporates declined 
by 5 basis points over the month to 4.07 per cent on 
November 28, while the index for similarly rated munici- 
pals fell by 7 basis points to a yield of 3.14 per cent. 
New municipal issues met a fair reception, while new 
corporate bonds received a mixed response. In general, 
there was considerable investor selectivity so that some 
new flotations moved rather sluggishly. 

The volume of corporate bonds for new capital pur- 
poses and municipal bonds publicly marketed during 
November totaled an estimated $620 million, substantially 
below the $1,420 million floated during September and 
slightly below the $640 million sold in October. Flotations 
this November were some $350 million smaller than the 
amount distributed last year. An estimated $225 million 
of new corporate bonds for new capital purposes and 
$395 million municipal bonds were publicly marketed in 
November. 


Table II 


Changes in Principal Assets and Liabilities of the 
Weekly Reporting Member Banks 


(In millions of dollars) 
Statement week ended 
from Dec. 
Item 31, 1957 
Oct. Nov Nov. Nov. | to Nov. 
29 5 12 19 19, 1958 
Assets 
Loans and investments: 
Commercial and industrial loans... . + 9/+105| +149) +4 7| — 1,809 
Agricultural loans ...............-..- + 21+ 9/— 1] +4 ‘180 
ses + + 9)+ 41) — 183) — 342 
Real estate loans.................... + 29) + 35) + 44) 4+ 47/4 715 
All other loans (largely consumer)... . . + 299) + 45) + 18 
Total loans adjusted*............ + 84] + 261 | + 247| + 86| — 1,284 
its: 
U. 8. Government securities: 
— 126) — 46) — — 30] + 5,104 
— 222) — 110] — — 20] + 4,845 
ees — 18) — 115 | — 245) + 1] + 1,229 
Total investments................. — 240 | — — 479} — 10] + 6,074 
Total loans and investments adjusted*..... — + 36] — 232 | + + 4,790 
— 1] + 190] + 327] — 625| + 658 
Loans adjusted* and “other’’ securities... .. + 66/ +146) + 87) — 55 
Demand deposits adjusted................ + 580 | — 789; +380} — 28|;— 41 
Time deposits except Government......... + 3] — 81) — 165] — 103 | + 3,542 
U. 8. Government deposits................ — 279; — 119 | — 602} + 706| — 413 
Interbank demand deposits: 
— 241 | + 683 | — 108 | — 416 | — 1,153 
- — 49; + 19) + 38) — 198 


® Exclusive of loans to banks and after deduction of valuation reserves; figures for the individual 
loan classifications are shown gross and may not, therefore, add to the totals shown. 
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On November 3, five major finance companies lowered 
their rates on directly placed paper. Four companies split 
30- to 89-day paper into two maturities and reduced the 
rate on 30- to 59-day paper to 1% per cent while retain- 
ing the 2% per cent rate on 60- to 89-day paper. All five 
companies made reductions ranging from % to % of 1 
per cent on paper of longer maturity. On November 10, 
commercial paper dealers cut their rates on prime 4- to 
6-month paper from 3¥% to 3 per cent but re-established 
the 3% per cent rate on November 19. 


MEMBER BANK CREDIT 


The level of credit outstanding at weekly reporting mem- 
ber banks moved down by $285 million over the four 
weeks ended November 19, as the liquidation of invest- 
ments more than offset a pronounced increase in loans. 
Over the four weeks, total loans adjusted rose by $678 
million, a gain that either equals or exceeds those of com- 
parable periods in other recent years. With this resurgence 
of bank lending, loans at weekly reporting banks have 
about regained the levels of a year earlier (see chart). 

The increase in loans was evident in almost every cate- 
gory. Business loans, which accounted for the largest 
increases, rose by $270 million, whereas last year there 
was little change. The increase, however, was much 


TOTAL LOANS, ADJUSTED 
WEEKLY REPORTING MEMBER BANKS 


End of month 
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smaller than those in the corresponding weeks of 1955 
and 1956. In addition to strong seasonal demand for 
credit by trade concerns, commodity dealers, and pro- 
ducers of food, liquor, and tobacco, there were also pro- 
nounced increases in loans to manufacturers of metals and 
metal goods, a group whose borrowing tends to move 
cyclically and which a year ago was repaying loans on 
balance. Borrowing to finance securities and real estate 
also increased substantially, as did the credit extended to 
the “all other” group that is dominated by consumer loans. 

The decline of $963 million in investments reflected the 


liquidation of both Treasury and other securities. The 
decline in holdings of Government issues represented, in 
part, the aftermath of large Treasury financings in October 
in which banks played their usual role as underwriters. 
Weekly reporting banks liquidated $327 million of Treas- 
ury bills on balance over the four weeks, thus bringing 
bill portfolios closer to the level prevailing before the week 
of October 8, when banks acquired their allotments of 
the special 219-day bill issue. Holdings of other Treasury 
issues also declined, partly reflecting the resale of the new 
13-month notes issued in October. 


International Monetary Developments 


MONETARY TRENDS AND POLICIES 


unitep Kinepom. The Bank of England lowered its 
discount rate to 4 per cent, effective November 20, from 
the 4% per cent rate in force since August 14. Last 
month’s reduction, the fifth this year, leaves the rate the 
lowest since February 1955 (see chart). Like the four 
earlier cuts, and the substantial easing of credit restrictions 
and investment controls that has taken place since July, 
the Bank of England’s latest move reflects the persisting 
strength of sterling, as well as the continued slack in the 
domestic economy. However, the possibility of renewed 
inflationary pressures in the near future is not entirely 
ruled out; in fact, a Bank of England spokesman stated, 
according to press reports, that the new low rate would 
provide for freedom of maneuver in either direction. 

The continued improvement in Britain’s external posi- 
tion is evidenced most vividly by the British gold and dol- 
lar reserves, which this year rose even in August and 
September when seasonal pressures against sterling are 
usually strongest. At the end of November, after fourteen 
consecutive monthly increases, reserves stood at $3,215 
million, 74 per cent above the September 1957 low and 
the highest since September 1951. Part of this increase 
was, of course, brought about by two special factors toward 
the close of 1957—the drawing of $250 million on the 
Export-Import Bank line of credit and the deferment of 
the $176 million year-end payments due on postwar 
United States and Canadian loans. On the domestic side, 
industrial production in September was 4.5 per cent below 
a year earlier, while unemployment rose more than sea- 
sonally in October to 2.3 per cent of the total employed. 


Moreover, plans for new fixed investment by manufac- 
turers in 1959 continue to fall short of this year’s level. 
Nevertheless, the Chancellor of the Exchequer early in 
November labeled current unemployment a relatively 
short-term problem and expressed confidence that the 


BRITISH INTEREST RATES 


Per cent 


Discount rate 


Medium-term 
government bonds 


2 1/2 per cer 


Treasury 


1955 1956 1957 1958 


Note: November 1958 data partially estimated. Treasury bills: weighted 
monthly averages of weekly tender rates. Medium-term bends: 3 per 
cent Savings bonds, 1965-75, moathly averages. Consels: monthly 
averages. 

Sources: Central Statistical Office, Monthly Digest of Statistics; and 
International Monetary Fund, loterastiongl Financial Sististics, 
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effect of the recent “operation re-expansion” measures 
would be quite marked. 

As part of the government’s program, the Chancellor on 
November 3 announced that public-investment expendi- 
tures in the fiscal year beginning April 1959 would be 
about 6 to 7 per cent above the current rate and should 
be sufficient to offset any foreseeable decline in private in- 
vestment; however, the government did not intend to 
embark on a program involving a long-term increase of 
expenditures, which a few years hence might be competing 
excessively with the demands that the expected renewed 
expansion of private investment would generate. As an 
additional step, the authorities announced on November 5 
their willingness to undertake the entire financing of build- 
ing society mortgages on pre-1919 houses. Such govern- 
ment loans are expected to release £40-50 million now 
outstanding in loans on older houses, for financing mort- 
gages on new or more modern properties. In addition, the 
government is increasing its grants to local authorities, and 
will supply financial assistance to two steel mills that have 
announced a considerable expansion of plant. 

NETHERLANDS. The Netherlands Bank lowered its dis- 
count rate to 3 per cent from 314, effective November 15, 
in the fourth successive 42 per cent decrease since January 
of this year. The reduction, like the three preceding ones, 
appears to be primarily a technical adjustment to the de- 
cline in money market rates. The continuing high liquidity 
of the Amsterdam money market has stemmed, in turn, 
from the persistent improvement in the country’s interna- 
tional position. Dutch official gold and foreign-exchange 
holdings have risen by $150 million equivalent from the 
time of the previous discount rate reduction in mid-June 
through November 17, on which date they amounted to 
$1,362 million, or 29 per cent more than at the end of 
1957. These gains are due both to further progress in 
reducing the Dutch trade deficit and to the continued 
attractiveness of Dutch securities to foreign investors. 
The Netherlands Bank meanwhile has attempted to offset 
some of the increases in the liquidity of the banking sys- 
tem; it raised the commercial banks’ reserve requirements 
from 4 to 10 per cent between February and August and 
also engaged intermittently in open market sales. Unlike 
fast month’s discount rate reduction in the United King- 
dom, the latest move by the Netherlands Bank does not 
seem to have been influenced by any slackening of domes- 
tic economic activity. Indeed, there are indications that 


industrial production, if it continues to develop favorably, 
may well recoup by the end of the year the decline which 
occurred in the last nine months of 1957. 


EXCHANGE RATES 


American-account sterling tended to ease during No- 
vember, declining from a high of $2.801%4¢ to a low of 
$2.80%. The quotation moved lower—whenever com- 
mercial demand in New York subsided or the demand for 
dollars increased in London—until midmonth, when good 
commercial demand developed for sterling, particularly 
from oil and diamond interests. Following the reduction 
of the British bank rate on November 20 from 4% to 4 
per cent, the quotation moved gradually lower and, pos- 
sibly influenced by international political developments, 
declined to the month’s low near the end of the month. On 
November 28 it closed at $2.80%.. 

In the forward market, substantial demand from cotton 
interests and anticipation of a reduction in the British 
bank rate, about midmonth, resulted in an appreciable 
narrowing of the discounts on three and six months’ de- 
liveries, which had been holding at about 234, cent and 
1% cents. When the reduction in the bank rate material- 
ized on November 20, the discounts narrowed further, and 
by the month end they were %» cent and % cent, equiva- 
lent to 0.402 and 0.446 per cent per annum, respectively. 

Transferable sterling rose from $2.79742 at the begin- 
ning of November to $2.7924%45 on November 17—the 
highest rate since May—on demand from the Continent 
and from sugar interests in New York as well as recurrent 
rumors of a consolidation of transferable and American- 
account sterling. Thereafter, the rate moved lower, pri- 
marily on Swiss offerings, to $2.79% on November 24 
but closed the month at $2.791%%.5. Securities sterling 
advanced from $2.78% to $2.79% during November, on 
demand associated with interest in certain London stocks, 
and on November 28 stood at $2.79%. 

The Canadian dollar moved erratically between $1.035%4 
and $1.03214, during the month. Following a period of 
relative inactivity in the earlier part of the month, the rate 
advanced to the higher level on November 21 in an active 
market, reflecting a combination of investment demand 
and of developing commercial demand—in part from grain 
houses and paper companies. The November 28 closing 
quotation was $1.03%. 
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Recent Economic Developments in West Germany 


Over the past decade, the Federal Republic of Germany 
has re-emerged as one of the great industrial nations of the 
world. The upsurge in domestic economic activity and 
the rebuilding of the country’s international position have 
been virtually uninterrupted since the 1948 currency re- 
form. Gross national product has increased at an average 
annual rate of about 8 per cent in real terms, and industrial 
production by more than 10 per cent. During this same 
period, exports have expanded nearly ninefold and German 
gold and foreign-exchange reserves have risen to $6 bil- 
lion, the largest holdings of any foreign country. 

This remarkable performance owes much, of course, to 
such special factors as United States and other Allied aid 
and the absence until very recently of any arms burden on 
the German economy. But fundamentally Germany’s 
progress reflects, on the one hand, such broader human 
elements as hard work and a willingness to accept a rela- 
tively low level of consumption and, on the other hand, 
policy decisions such as the adoption of a tax structure 
relatively favorable to savings and investment and the de- 
termination to return to a free market and free enterprise 
system. Perhaps the brightest aspect of recent German 
economic developments is the impressive strengthening of 
the country’s international position, which has turned the 
German mark into one of the hardest Western European 
currencies. This achievement reflects to a large extent the 
monetary policies pursued by the German central bank, 
which generally has placed strong emphasis on price 
stability and the external value of the currency and has 
abstained from measures that would stimulate domestic 
demand at the cost of inflation. 

The German economy, however, has also had to face 
some major problems. Two of the more important ones 
have been the impact on Germany’s trade partners of the 
continued accumulation of international reserves, and the 
narrowness of the capital market. The absence, at least 
until recently, of a genuine and smoothly functioning 
capital market has stemmed largely from the disorganiza- 
tion of the country’s financial structure as a result of the 
war and its aftermath and from the sheer magnitude of 
postwar capital requirements. 

During 1958, marked by recession elsewhere, German 
economic activity continued to grow and both output and 
exports advanced, though at a considerably slower pace 
than earlier. The German economy has in fact shown 
general immunity to the decline in activity in other indus- 
trial countries, and to the often serious payments difficul- 


ties of some of its customers in underdeveloped areas. This 
is not to say that the German economic scene is uniformly 
bright. On balance, however, the expansionary factors 
appear to predominate over the contractive ones. 


CONTINUED EXPANSION OF ECONOMIC ACTIVITY 

This year, when economic activity on many other 
Western European countries ceased to grow or actually 
declined, the German economy was able to show fur- 
ther, albeit moderate, gains. During the first half, the 
German gross national product increased at an annual 
rate of some 2.5 per cent in real terms; since some ac- 
celeration is expected in the second half, its growth may 
well reach 3 per cent for the year as a whole. While such 
an increase compares rather unfavorably with recent years, 
there is every indication that this year’s modest, but still 
comfortable, rate of advance will be maintained in 1959. 
The growth this year appears to have been sustained pri- 
marily by an upsurge in home building and public con- 
struction, by higher personal consumption expenditures 
(the result in part of increases in wages and government 
salaries and of income tax reductions), and to a smaller 
degree by the continued rise in exports of goods and serv- 
ices. Fixed business investment, on the other hand, has 
remained at last year’s level, while inventories have been 
drawn down, following the substantial build-up of recent 
years. 

Industrial production, too, is expected to show an in- 
crease of some 3 per cent this year. Except for May, when 
it dipped sharply, output exceeded the corresponding 1957 
level in every month. Sectors that have made a particularly 
strong showing this year include the automobile, chemical, 
electrical equipment, oil, and natural gas industries; the 
automobile industry alone has more than tripled its output 
since 1950. In addition to these industrial sectors, con- 
struction activity has shown a forceful upward trend—fos- 
tered in part by a substantial decline in interest rates— 
and is considered a major prop of over-all activity this 
year. 

Marked declines, on the other hand, have characterized 
three major industries. In the iron and steel industry, 
lower consumption as well as inventory liquidation by 
domestic steel users reduced output by October to 80 
per cent of the postwar peak reached in November 
1957. The coal industry has also had to contend with re- 
duced domestic demand, partly because of lower activity in 
the steel industry but more basically because of a gradual 
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shift to fuel oil for industrial and residential use. The tex- 
tile industry similarly has faced a decline in sales which, 
aside from competition by cheaper imports, appears to re- 
flect a fundamental structural change in consumer demand. 
As clothing and furnishing deficiencies inherited from the 
war and the immediate postwar years have come to be 
satisfied, rising incomes and higher living standards have 
turned consumer spending increasingly to durable goods, 
such as motor vehicles and household appliances, as well 
as to travel and other service expenditures. 

Although the steel, coal, and textile industries together 
employ over 5 per cent of the total labor force, their diffi- 
culties have not seriously affected the over-all employ- 
ment situation. In fact, unemployment, mainly under the 
impact of unusually strong seasonal activity in the con- 
struction industry, fell by the end of September to an 
all-time low of 328,000, or to only 1.7 per cent of the 
labor force, from 2.3 per cent in mid-1957. Finally, the 
pleasing picture of continued, even if slower, expansion 
in economic activity and of full employment is rounded 
out by a definite slowing-down in the domestic price rise— 
partly under the influence of lower world commodity 
prices, lower ocean freight rates, and bountiful domestic 
harvests. The relative stability of prices also undoubtedly 
owes much to increased productivity, which appears to 
have offset a large part of the wage increases granted 
this year. 


INTERNATIONAL POSITION REMAINS STRONG 


While total world exports during the first half of 
1958 were some 6 to 7 per cent lower than a year earlier, 
German exports continued to rise—although considerably 
more siowly than in recent years—and thus contributed, 
as in previous years, to the expansion in domestic eco- 
nomic activity. Foreign orders for German exports, which 
already had declined during 1957, have remained generally 
below last year’s level, falling to as much as 6 per cent 
below actual deliveries. However, aside from the backlog 
of earlier orders, there were several additional factors that 
have tended to sustain exports. Shipments of capital goods 
to underdeveloped countries have been largely unaffected 
by the import cutbacks imposed by these countries as a 
result of their own payments difficulties. Moreover, there 
are indications that the growth in German exports has 
been facilitated by lengthened payments terms extended by 
German suppliers, in turn a reflection of the sharp decline 
of interest rates in Germany. Exports during the first nine 
months of the year thus were some 2.6 per cent higher, 
in both value and volume, than in January-September 
1957. 

While total exports continued to advance, the fall in 


world commodity prices and in ocean freight rates has 
resulted in an import bill for January-September 1958 that 
was 2.2 per cent below a year previous, despite an increase 
of some 6 per cent in the physical volume of imports. 
Imports of finished manufactures increased sharply, stimu- 
lated in part by tariff reductions, and the decline in import 
value fell primarily on raw materials. With a large part 
of these imports coming from the dollar area, the over-all 
import decline was reflected mainly in sharply lower dollar 
imports (especially of wheat, coal, and cotton). 

As a result of these developments, Germany’s January- 
September trade surplus amounted to $1.0 billion equiva- 
lent as against $0.7 billion in the first nine months of 1957. 
Yet despite the increased trade surplus (and a parallel, 
although substantially smaller, rise in the surplus on cur- 
rent account),! Germany’s international reserves have 
grown much less sharply this year than in either 1957 or 
1956. During the first ten months, official gold and foreign- 
exchange holdings increased by $585 million equiva- 
lent, to a total of $6,000 million; this gain compares with 
increases of $1,375 million and of $1,040 million in the 
first ten months of 1957 and 1956. The smaller growth 
in reserves this year is partly attributable to the absence 
of speculation over a possible revaluation of the German 
mark. More fundamentally, however, the smaller gain in 
reserves reflects the steady increase in the outflow of 
capital, which more than offset the rise in the surplus from 
trade and service transactions. 

Aside from indemnification payments and the amortiza- 
tion of external debt obligations, the bulk of the capital 
outflow from Germany in the past few years has been in 
the form of official capital exports by the German central 
bank. These capital movements have almost exclusively 
taken the form of subscriptions and contributions to, as 
well as credits extended jointly with, international financial 
institutions such as the International Bank, the Interna- 
tional Monetary Fund, and the European Payments Union. 
This year such official capital exports have been respon- 
sible for the bulk of the increase in the over-all capital 
outflow; they have included the payment of the initial 
instalments of the subscription to the capital of the Euro- 
pean Investment Bank, as well as German participation in 
the joint credit extended to France in January by the 
European Payments Union, the International Monetary 
Fund, and the United States, and the German share in the 
assistance to Turkey announced last July. Thus Germany 
has been making a contribution to a better distribution 
of international reserves. 


1 The surplus on service transactions has erally been smaller this 


year, mainly because of a sharp spurt in foreign travel by German 
nationals, which this summer produced the first deficit on tourist 
account in the postwar period. 
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There has also been some increase in private long-term 
capital export, though not on a large scale. Direct invest- 
ment abroad by German industry and trade financing by 
German exporters have been increasing in recent years, 
and the placement of private short-term funds abroad was 
resumed in late 1957. Moreover, a modest but encourag- 
ing beginning in the direction of long-term borrowing by 
foreigners in Germany was made last September when the 
Anglo-American Corporation of South Africa raised DM50 
million ($11.9 million equivalent) on the German capital 
market, the first foreign industrial bond issue to be placed 
in Germany since 1914 


TOWARD A VIABLE CAPITAL MARKET 


The German authorities have welcomed the export of 
capital in collaboration with international financial insti- 
tutions. The feeling appears to prevail that loan assistance 
to underdeveloped countries or to countries ir temporary 
financial difficuliies should be given as much as possible 
through these inst'tutions—not only because such transac- 
tions would fit closely into the concept of a multilateral 
trade and payments system, to which Germany sub- 
scribes, but also |»ecause these institutions are able to 
supervise more clesely the use of the funds by the bor- 
rower. At the same time, the authorities are aware of the 
limitations to offizial capital exports and are looking for- 
ward to the day when foreign lending by Germany need 
no longer leau on the crutch of the government or the 
central bank, but can instead be provided via the capital 
market and direct foreign investment. 

At the moment, there are indications that the German 
capital market has recovered sufficiently from its postwar 
difficulties to begin to fill this role.2 The above-noted 
placing of the South African industrial issue in September, 
with a 5% per cent coupon and at par, would not have 
been possible without the substantial decline in long-term 
rates that has occurred during the past fifteen months. In 
fact, it is only during the past two years, when industrial 
borrowers have come to the fore again, that it has been 
possible to regard the long-term rate as a true market 
barometer. During 1953-54, capital market activity was 
distorted by the full tax exemption on income from hous- 
ing bonds and most public issues, while from the fall of 
1955 through mid-1956 the flow of funds into the market 
virtually ceased. The re-emergence of a meaningful long- 
term interest rate dates back to an industrial issue with an 
8 per cent coupon, offered in July 1956 at 98, after a 
lengthy interval during which private nonbank borrowers 


2 For a fuller discussion of German capital market problems during 
the postwar period, see “The Revival of the German Capital Market”, 
Monthly Review, September 1955. 
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had shunned the market altogether. In July 1957 the first 
industrial issue with an effective yield below 8 per cent 
was floated. Since then, offerings by all categories of 
borrowers—industry, municipalities, mortgage banks, and 
public authorities—have been placed at successively lower 
effective yields; this downward movement eventuated in an 
issue of the German Federal Railways in October of this 
year, priced to yield slightly over 5.5 per cent. Simultane- 
ously, the prices of outstanding issues have been bid up, 
with corresponding sharp declines in yields. It is note- 
worthy, moreover, that this plummeting of the effective 
yield was accompanied by a swelling volume of new bond 
issues. 

The authorities have attempted in various ways to con- 
tribute to greater viability of the capital market. One 
obstacle to the channeling of a larger volume of funds into 
that market was presented by the attractive rates being 
paid on the various types of bank deposits, which in 1956 
ran as high as 512 per cent on certain categories of time 
and savings deposits. These high rates tended to keep 
substantial amounts of funds, as German financial writers 
have put it, in the “outer courtyards” of the capital mar- 
ket. President Blessing of the German Federal Bank, upon 
his assumption of office last January, remarked that 
the prevailing liquidity of the German money market was 
favorable to a further broadening and strengthening of the 
capital market, a trend that he said should be supported 
by the central bank’s interest rate policy. In fact, the desire 
to make a contribution to the development of the capital 
market influenced the German Federal Bank’s decision 
to lower the discount rate from 4 per cent to 3% last 
January. Similar interest rate considerations underlay in 
part the further lowering of the discount rate to 3 per cent 
in June; this move was followed the next month by reduc- 
tions of up to % per cent in the rates paid by the banking 
system on savings and time deposits. Rates on time de- 
posits and on certain savings deposits were reduced further 
in mid-November, with the result that rates now range 
from 2 to 34% per cent for time deposits and from 3 to 4 
per cent for savings deposits. 

As a further stimulus to the securities market in general, 
a number of sweeping tax reforms were adopted on April 
1, most of which were made retroactive to January 1. 
These measures included a reduction in the corporate tax 
on distributed profits, a simultaneous increase of the tax 
on undistributed profits, aad a number of incentives to 
savings, such as tax reductions on the income from stocks, 
bonds, and investment trust certificates held for five years. 

But aside from these official proddings, there have been 
a number of factors that have tended to bring about the 
present revival of the German capital market. On the sup- 
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ply side, there has been a marked increase in personal 
savings, which in turn has led savings banks, mortgage 
banks, and other financial irstitutions to add considerably 
to their securities portfolios. On the demand side, the rela- 
tively slower pace of economic activity, the intermittent 
abstinence from the market by potential borrowers in the 
expectation of further declines in interest costs, and the 
complete absence of borrowing by the federal government 
have contributed to the revival. 


CONCLUSION 


The continued expansion of German economic activity 
undoubtedly has provided a measure of support to the 
international economy during the past twelve to fifteen 
months. It is true, of course, that a certain slowing-down 
in that expansion has occurred. The present phase, how- 


ever, is regarded in many quarters as a needed breathing 
space or a period of consolidation, following the rapid 
strides of the German economy since the currency reform 
of 1948. At the same time, progress has been made toward 
integrating Germany more fully into the international pay- 
ments system. The president of the German Federal Bank 
pointed out at the New Delhi meeting of the Bretton 
Woods institutions in October that the German authorities 
are conscious of the responsibilities of German economic 
policy with regard to international economic equilibrium. 
With domestic economic stability ensured, it is now per- 
haps possible to tackle the problem of Germany’s large 
international surpluses. The recent decline in German in- 
terest rates and the attendant narrowing of the yield differ- 
ential between the German and other capital markets 
represents an auspicious beginning in that direction. 


The Federal Home Loan Bank System 


When the Federal Home Loan Bank System was first 
established in 1932, its primary function was to rescue dis- 
tressed home financing institutions by providing a central 
reservoir of credit. But even then it was anticipated that 
the FHLBS would develop into an institution which would 
facilitate the flow of funds to the mortgage market under 
more normal circumstances. That this has indeed occurred 
is amply demonstrated by the important role the FHLBS 
has played in the housing boom of the postwar period, 
when member lending institutions smoothly accomplished 
a nearly fivefold expansion of their mortgage holdings with 
no weakening in the quality of the assets or safety of the 
institutions involved. 

Savings and loan associations are by far iiie most impor- 
tant group among the 4,501 member insiitutions of the 
FHLBS; the membership includes twenty-four savings 
banks and two insurance companies in addition to 4,475 
savings and loan associations.! Most of these associations 
are mutual thrift organizations that confine their business 
almost exclusively to the channeling of savings into resi- 
dential mortgages. In the postwar period, they have been 
among our fastest growing financial institutions, raising 
their share of institutional savings from 8 per cent in 1945 


1 All Federally chartered associations and about three fifths of those 
with State charters are members of the FHLBS. For a more detailed 
survey of savings and loan associations see “Savings and Loan Associa- 
tions in the Mortgage Market”, Monthly Review, July 1956, pp. 94-7. 


to more than 20 per cent in 1957.2 At the end of 1957, the 
member institutions of the FHLBS held more than one 
third of the country’s nonfarm one-to-four-family mort- 
gages outstanding. 

It has become generally accepted that the FHLBS in 
fact as well as in name is a kind of central banking system. 
It consists of a central Board, 11 regional Banks, and the 
member institutions; in addition, a Government corpora- 
tion for the insurance of members’ savings capital is closely 
associated with the FHLBS. The Federal Home Loan 
Bank Board has three members, each of whom is ap- 
pointed by the President with the advice and consent of 
the Senate for a four-year term. The Board formulates 
over-all policies and supervises the member institutions 
and the 11 Home Loan Banks. The Board also appoints 
four directors of each Home Loan Bank and conducts the 
election of the other directors by each Bank’s member 
institutions.. In addition, the Board approves the election 
of the Bank’s officers and counsel as well as their dividend 
declarations and operating budgets; the Board also issues 
the Banks’ consolidated obligations. Another activity un- 
der the Board is the Federal Savings and Loan Insurance 
Corporation (FSLIC), which insures savings capital in all 


2 Institutional savings are defined here as the sum of shares in sav- 
ings and loan associations, of time and savings deposits with commet- 
cial and mutual savings banks, and of reserves of life insurance 
companies. 
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Federally chartered institutions and those State-chartered 
institutions that apply and qualify. The FSLIC insurance 
program protects savers in its member associations against 
financial loss up to a statutory limit of $10,000. At the 
end of 1957, insured associations held over 90 per cent of 
the savings at all operating associations in the country. 


CREDIT ADVANCES BY FEDERAL HOME 
LOAN BANKS 

Member institutions of the FHLBS may supplement their 
resources, under certain conditions, by credit accommoda- 
tion at the 11 Federal Home Loan Banks. Each Bank 
deals only with member institutions in its District; and the 
credit advances granted reflect the characteristics of mort- 
gages, which constitute about 80 per cent of the members’ 
assets. Thus credit advances may be long term, although 
not necessarily so, and are granted to qualified member 
institutions for a number of reasons, among which are 
heavy seasonal, or unusual, demands for mortgages (or 
cash withdrawals) that cannot be satisfied out of the cur- 
rent inflow of savings capital and mortgage repayments. 

Long-term advances (defined by statute as having a 
maturity of more than one year) are secured primarily by 
home mortgages and are amortized in quarterly instal- 
ments. In this fashion, the accommodation of member in- 
stitutions at the Home Loan Banks is geared to the nature 
of the collateral pledged: as the associations’ private bor- 
rowers pay off monthly instalments on their home mort- 
gage loans, member institutions in turn acquire the funds 
with which to amortize their Home Loan Bank advances. 
Of the nearly $1.3 billion of advances outstanding on 
December 31, 1957, about $900 million were on a secured 
basis; these were collateralized by home mortgages having 
unpaid balances of over $1.9 billion, United States Treas- 
ury securities with a face value of about $120 million, 
and other approved security with a face value of $9 million. 

At the end of 1957, 40 per cent of outstanding advances 
were long term, that is, had a maturity of more than one 
year. While this over-all ratio describes the maturity dis- 
tribution of all outstanding advances, it cannot reflect the 
policies of any one Home Loan Bank, since such policies 
show considerable variation. In the recent past, four of the 
11 Banks were granting members ten-year advances, while 
on the other hand four Banks were not making any ad- 
vances at all that were for longer than one year; advances 
obtained at the remaining three Banks had maximum 
maturities of three to five years. Whatever the maturity 
composition of advances may be, the accompanying chart 
strongly suggests that, while the average level of advances 
in the postwar years was related to the rate of building 
activity, the sizable intrayear fluctuations reflect the allevia- 
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tion of seasonal needs of member institutions. An illustra- 
tion of this point is provided by the experience of the Home 
Loan Bank of New York, which has been making more 
long-term advances than short-term, but which concludes 
nevertheless that “advances to members in the Second 
Federal Home Loan Bank District follow a pattern strongly 
influenced by seasonal considerations”. 

Practices with respect to short-term advances, and inter- 
est rates charged on both short-term and long-term ad- 
vances, also vary from Bank to Bank. At the end of 1957, 
for example, the lowest interest rate was 4 per cent 
(charged by several Home Loan Banks), and the highest 
rates were in San Francisco, where they ranged from 444 
per cent to 5 per cent depending upon the maturity of 
the advance. 

In addition to the different conditions attached to 
long- and short-term advances among the 11 Home Loan 
Bank Districts, there are limitations on the total indebted- 
ness of any member institution. These limitations are 
based on statute, and on the administrative rules and regu- 
lations of the FHLB Board, the FSLIC, and the 11 Banks. 
By law, advances to a member institution may not exceed 
twelve times the amount of capital stock it holds in its 
regional Bank. (Each member institution must hold capital 


3 Federal Home Loan Bank of New York, 25%b Annual Report, 
pp. 10 and 29. 
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stock in its regional Bank at least equal to 2 per cent of 
the unpaid principal of its mortgage loans.) The FHLB 
Board has further limited a member’s borrowing from all 
sources to half the member’s net assets, or half of its share 
capital, whichever is lower. Within the confines of all 
of the above, the 11 regional Banks set up their own credit 
lines for the individual members, again with some varia- 
tions among their policies. 

While advances have of course been important in sup- 
plying liquidity to ease occasional tightness in the mort- 
gage market, it is noteworthy that the fivefold growth in 
the mortgage holdings of members of the FHLBS in the 
postwar period has been based mainly upon the rise in 
savings and loan shares.* Members’ savings capital has 
risen from $7.6 billion in 1946 to $40.4 billion in 1957. 
The expansion in advances, on the other hand, has been 
much smaller—from $300 million to $1,300 million. 


SOURCES OF FUNDS FOR FEDERAL HOME 
LOAN BANKS 

One of the basic reasons for the creation of the FHLBS 
was to provide a way by which home-mortgage lending 
institutions might have access to the capital markets. While 
the initial Bank funds were provided by the Federal Gov- 
ernment, these have since been repaid, and both the 
FHLBS and FSLIC now operate entirely on private capi- 
tal. The debt issues of the FHLBS—of which over $700 
million are now outstanding—are the “joint and several” 
obligations of the 11 Banks and are not guaranteed by 
the Government. 

Through 1957, all consolidated obligations carried short- 
term maturities that could readily be adjusted to the sea- 
sonal and other changes in outstanding advances. The 
chart already cited shows clearly the nearly parallel fluc- 
tuations in outstanding obligations, on the one hand, and 
advances on the other. The total volume outstanding has 
remained far below the maximum permitted by statute, 
which is twelve times the total paid-in capital stock and 
legal reserves of the Banks. Using this formula, the legal 
limit at the end of 1957 was about $8.6 billion, or more 
than ten times the $825 million outstanding on December 
30, 1957. 

Stock subscriptions by member institutions constitute 
an important source of internal funds, totaling $700 mil- 
lion at the end of 1957. Reflecting the sharp expansion 
in postwar mortgage holdings of member associations and 


4 Legally, the savings capital for savings and loan associations con- 
sists of share interests rather than deposits, and shareholders are con- 
sidered part owners of the associations rather than creditors. Strictly 
speaking, a “withdrawal” is a repurchase of shares which the associa- 
tions are under = obligation to make if reasonable notice is not 
given, or if the wi wal would impair their financial position. 


a 1950 increase in required FHLBS stock subscriptions 
from 1 to 2 per cent of mortgage loans, member stock 
holdings have risen more than sevenfold since the end 
of World War II.5 

Another source of internally generated funds consists 
of deposits made by member institutions with their District 
Banks. Many savings and loan associations find it con- 
venient to deposit a share of their liquid funds with the 
Banks as time deposits since it is an essentially riskless 
way of achieving interest-bearing liquidity; interest rates 
on such time deposits in 1957 ranged from 1% per cent 
to 3 per cent among the 11 Banks. The Banks may use 
some of these funds to finance advances to member 
institutions. 

In addition to these internal and external sources of 
funds, various techniques are used in the FHLBS to shift 
mortgage money within the country to make more effective 
use of available funds. A Federal Home Loan Bank in a 
District with surplus funds may make an “interbank 
deposit” with another Bank experiencing a relative short- 
age, thereby smoothing the interregional flow of mortgage 
credit. During 1957, interbank deposits totaling $120 
million were made, of which $77 million were repaid and 
$43 million remained outstanding at the year end. Inter- 
bank deposits have been in use since the mid-thirties, and, 
more recently, have been supplemented by a similar device 
on the member-institution level. Since March 1957, the 
Board has permitted insured associations to acquire up to 
50 per cent “participation loans” in conventional mort- 
gages on homes located outside their regular lending areas; 
such loans must be originated and held by another associa- 
tion insured by the FSLIC. Through the first half of 1958, 
transactions in participation loans amounted to nearly 
$100 million, with the northeast area of the country active 
in supplying funds, and the southeast and southwest areas 
on the receiving side. 


CREDIT POLICY ADMINISTRATION IN THE 
FEDERAL HOME LOAN BANK SYSTEM 

The FHLB Board sets a ceiling on the amount of 
borrowing the FHLBS will undertake in the capital market 
after consultations with the 11 Home Loan Banks, the 
Treasury, and the Federal Reserve System. By set- 
ting the amount of such borrowing, the Board places an 
over-all limit upon the credit advances that the 11 Banks 
can make to their member institutions. In addition, the 
Board imposes credit restraints when conditions warrant. 
Thus, shortly after the inception of the Korean conflict, 
the Board called upon the 11 regional Banks to curb ad- 


5 Dividends paid on this stock vary among the 11 Banks, ranging 
from 2 to 2.5 per cent in 1957. 
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vances made to members for the purpose of making new 
loan commitments or for loan expansion. This restriction 
preceded the imposition of broader and more general real 
estate credit controls, such as Regulation X, by several 
months. Credit restrictions were eased or modified in most 
of the Banks during 1952. 

The Board gained a potential tool of credit control in 
1950 when it required member institutions to maintain a 
liquidity reserve. Under an amendment of the basic statute, 
approved June 27, 1950, no member of the FHLBS may 
make or purchase a loan unless its cash and Government 
securities portfolio satisfy the regulations of the Board; a 
liquidity requirement of cash and Governments at least 
equal to 6 per cent of withdrawable accounts was estab- 
t lished in December 1950, and has since remained in effect. 

The Board again restricted credit in 1955. During the 
year, demand for mortgage financing from savings and loan 
associations far exceeded funds supplied by mortgage re- 
payments and deposits, and as a result the volume of credit 
advances requested by members from the 11 Banks was 
considerably greater than in previous years. In order to 
coordinate the operations of the FHLBS with other over-all 
anti-inflation measures, the Board issued a cautionary 
letter to the 11 Banks in July 1955 calling attention to the 
rapid rise in the demand for housing credit and asking for 
some restrictions on advances. Member institutions, how- 
ever, turned to the Home Loan Banks for more advances 
because the rise in the demand for mortgage funds was 
accompanied by a decline in the rate of savings. In order 
to slow down this expansion of credit, the Board ordered 
on September 8 that no further Bank credit would be 
available to any of its members for additional mortgage 
commitments. 

Nevertheless, the Board’s new money borrowings in the 
capital market, and advances to members by the 11 Banks, 
roughly doubled during 1955. But by the end of the year, 
savings and loan associations had just about worked off 
their 1955 mortgage commitments, the rate of mortgage 
lending was on the wane, and the Board was able to reduce 
its restrictions. By September 1956, the Banks could make 
new advances to members up to 12.5 per cent of with- 
drawable accounts, in addition to emergency advances 
equal to 2.5 per cent, for a total of 15 per cent of with- 
drawable accounts. 

Early in 1958, the Board took a further step to ease the 
conditions under which members could borrow from the 
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Home Loan Banks. Whereas previous relaxations of credit 
restraint had primarily provided leeway to meet temporary 
and seasonal needs of member institutions, the Board 
floated a $290 million issue of five-year bonds in April 
1958 for the express purpose of providing funds for a more 
permanent expansion of the lending potential of member 
institutions. This policy shift was in keeping with other 
measures of the Federal Government taken early in 1958 
to increase the availability of funds to prospective home 
owners. In October 1958, in a move to ease residential 
credit for low- and medium-priced houses, the Board per- 
mitted Federally chartered savings and loan associations 
to make loans with reduced downpayment requirements. 

Finally, the Home Loan Banks’ interest rate policies also 
affect the level of advances. At the end of 1954, interest 
rates on advances ranged from 2% to 34% per cent among 
the 11 Banks, but as the Banks’ own borrowing costs in the 
capital market were increased, these upward adjustments 
were passed on to members through higher rates on ad- 
vances. At the end of 1957, rates on short-term advances 
had reached 4 to 5 per cent. Thus by 1957 the Banks 
had raised rates to about one and one-half times the 
1954 level. 


In summary, the Federal Home Loan Board and Banks 
perform a number of central banking functions which have 
increased the strength and resiliency both of member asso- 
ciations and of the mortgage market. Temporary shortages 
of mortgage funds have been alleviated in part by member 
borrowings from the Home Loan Banks and, more re- 
cently, by shifts of available funds from one part of the 
country to another. At the same time, central institutions 
of the FHLBS provide other services that also are impor- 
tant to the functioning of the member institutions. Among 
these are the periodic examination of members’ accounts 
and the chartering of new members, while the FSLIC in- 
sures members’ savings capital. 

During the 1958 recession the Board took steps to 
facilitate the flow of mortgage credit to the home buyer 
by floating longer term bonds in the capital market with 
a view to permitting a larger volume of advances to mem- 
bers. On the other hand, in the 1950 and 1955 periods 
of inflationary pressures the Board slowed the expansion 
of mortgage credit by limiting borrowing by member 
institutions. 
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